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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a deficiency of

$40,109 in petitioners’ 1999 Federal incone tax as well as an

! Dr. Tedde M Rinker was represented at trial by Kenneth
P. Fehl. M. Janke entered an appearance in this case after the
close of trial, at which point the Court granted Dr. Rinker’s
notion for an order granting |eave to withdraw M. Fehl’s
appear ance on her behal f.
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$8, 022 section 6662 penalty.? After concessions by both parties,
the issues that remain for decision are: (1) Whether petitioners
are deened to have admtted the statenents in respondent’s
requests for adm ssion by not tinely responding to those
requests, (2) whether petitioners are entitled to deduct expenses
claimed on Schedule C, Profit or Loss From Busi ness, in anmounts
greater than respondent allowed for petitioner Tedde M Rinker’s
(Dr. Rinker) medical practice, (3) whether petitioners are
entitled to deduct personal nedical expenses incurred in 1999 and
claimed on Schedule A, Item zed Deductions, (4) whether
petitioners may deduct prepaid interest paid in 1999 in excess of
t he amounts conceded at trial by respondent, (5) whether
petitioners may deduct anmpunts allegedly contributed to a SEP-1RA
account in 1999, and (6) whether petitioners are |iable for the

penalty inposed under section 6662.3

2 Unless otherwise indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

3 Petitioner W Bradford Davis attached to his pretria
menor andum a Form 8857, Request for |Innocent Spouse Relief. M.
Davis did not file any briefs with the Court, and the petition
makes no reference to sec. 6015 relief. The record does not
establish that he ever filed a Form 8857 with respondent.
Therefore, assum ng that M. Davis has even rai sed the issue, we
find that he has abandoned his claimfor sec. 6015 relief. See
Pet zol dt v. Commi ssioner, 92 T.C 661, 683 (1989).
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Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine they filed
their petition, petitioners resided in California.

For conveni ence, we have consolidated our findings of fact
and opi ni on.

During 1999, petitioners were married. In 1999, Dr. R nker
carried on a nedical practice in Burlinganme, California. During
1999, W Bradford Davis (M. Davis) worked for three enpl oyers,
earning $104,583 in wages. At sone point in 1999, M. Davis
ended his enploynent with the last of those three enployers, a
conpany called Wnd River, and was not enpl oyed by anot her
concern for the rest of the year. M. Davis and Dr. Ri nker have
si nce divorced.

| . Deened Adni ssi ons

On Decenber 13, 2004, respondent served requests for
adm ssion on M. Davis and Dr. Rinker. Respondent filed the
requests with the Court on Decenber 14, 2004. The requests asked
petitioners to admt tw facts: (1) That M. Davis’'s 1999
phot ography activity was not entered into for profit, and (2)
that the gross receipts of Dr. R nker’s nedical practice were

$120, 531 in 1999.
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The parties do not dispute that neither M. Davis nor Dr.
Ri nker tinely responded to respondent’s requests for adm ssion.
Counsel for Dr. Rinker did eventually serve a response to the
requests for adm ssion. The response was, as Dr. R nker
admtted, untinely.

Under Rule 90, a party nmay serve upon an opposing party a
witten request to admt the truth of any matters that relate to
statenments or opinions of fact or of the application of lawto

fact. Estate of Allensworth v. Conm ssioner, 66 T.C 33 (1976);

Hersch v. Commi ssioner, T.C Meno. 1992-222. Each matter is

deened admtted unless the party to whomthe request is directed
serves a response on the requesting party within 30 days after
the date of service of the request, or within such shorter or

| onger tine as the Court may allow. Rule 90(c). Wen a matter
is admtted, whether deenmed admtted or actually admtted, it is
conclusively established for the purposes of the pending case
unl ess the Court on notion permts w thdrawal or nodification of
the adm ssion. Rule 90(f).

In her posttrial brief, Dr. Rinker argued that the Court
shoul d extend petitioners’ time for responding to respondent’s
requests. Dr. Rinker argued that the Tax Court traditionally
| ooks to the Federal Rules of G vil Procedure when interpreting
its own Rules of Practice and Procedure and that under the

Federal rules the period otherw se prescribed for responding to a
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docunent is extended by 3 days if the docunent is served by mail.
See Fed. R Civ. P. 6(e).*

This Court does consult the Federal Rules of Cvil Procedure
when there is no applicable Tax Court Rule. Rule 1(a). Wen a
Tax Court Rul e has been derived froma Federal Rule of G vil
Procedure, we also |look to the principles enunciated by the
Federal courts in the interpretation and application of the

Federal Rules of C vil Procedure. See Evans Publg., Inc. v.

Comm ssioner, 119 T.C 242, 249 (2002); Estate of Fulner v.

Commi ssioner, 83 T.C 302, 309 (1984). But Congress enacted

section 7453 to authorize the Tax Court to “prescribe” “rul es of
practice and procedure”, and we have acted on that authority by
promul gati ng and applying the Tax Court Rules of Practice and
Procedure. Those Rules, and not the Federal rules, apply to al
cases and proceedi ngs before this Court. Rule 1(a). Indeed, we
have responded to the concerns underlying rule 6(e) of the
Federal Rules of Cvil Procedure with Rule 25(a). That Rule
provides that if service is nade by mail, then a period of tine
conputed with respect to the service shall begin on the day after

the date of mailing. Applying our Rules, it is clear that Dr.

4 In support of this argunent, Dr. Rinker also cited the
California Code of Civil Procedure, which contains a simlar
provision. The California Code is not an authority with respect
to the Tax Court’s Rules of Practice and Procedure.
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Ri nker did not timely respond to respondent’s requests for adm ssion.
Dr. Rinker also argues that respondent’s first request for
adm ssion--that M. Davis’'s photography activities were not
entered into for profit--is inproper because it requests
adm ssion of a matter of law, not fact. That is not correct.
Whet her a taxpayer is primarily engaged in an activity for profit

is a question of fact to be resolved fromall relevant facts and

circunstances. King v. Conmm ssioner, 116 T.C. 198, 205 (2001);

&olanty v. Conm ssioner, 72 T.C. 411, 426 (1979), affd. per

curiamw t hout published opinion 647 F.2d 170 (9th Cr. 1981).

At no point did petitioners request that the Court extend
the tinme for responding to respondent’s requests. Nor did either
petitioner nove to wthdraw or nodify the deenmed adm ssions
despite anple opportunity to do so. The matters in respondent’s
requests for adm ssion are therefore deened adm tted.®

1. Busi ness Deductions for Dr. Ri nker

A. Cenerally

Petitioners clainmed $102, 265 of busi ness expenses for Dr.

Ri nker’s nedi cal practice on Schedule C of their 1999 return.

> W do note, however, that in the notice of deficiency,
respondent allowed $5, 700 of deductions for M. Davis’'s
phot ogr aphy expenses--an anmount which fully offset his clained
i ncome from phot ography. Respondent al so adjusted Dr. Rinker’s
gross receipts to the anount in the requests for adm ssion solely
on the basis of records created and maintai ned by Dr. Rinker.
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Respondent disal |l owed $60, 509 of the clainmed deductions because
petitioners were unable to substantiate the existence and

busi ness purpose of nobst of the deductions.

Prelimnarily, we note that several issues in the dispute
regardi ng these deductions revolve around petitioners’ inability
to produce the source docunents on which their 1999 incone tax
return was all egedly based. Petitioners engaged Howard Hertz
(M. Hertz) to prepare their 1999 return. M. Hertz also
represented petitioners during the subsequent exam nation of the
1999 return. Dr. Rinker alone assisted M. Hertz in preparing
the 1999 return and in gathering docunents for the subsequent
exam nation of that return. Dr. R nker clainmed that she gave the
docunents which substantiated many of the figures on petitioners’
1999 tax return to M. Hertz after Dr. Rinker, M. Hertz, and Dr.
Ri nker’ s assi stant organi zed the records at Dr. Rinker’s hone one
evening in 2002. Dr. Rinker clains that M. Hertz then |ost the
docunents while the exam nati on was being revi ewed by
respondent’s Appeals officer. M. Hertz testified that he never
left Dr. Rinker’s hone with the source docunents after their
meeting in 2002. Respondent takes the position that petitioners,
and not M. Hertz, lost the records, or that they never
mai nt ai ned the records to begin wth.

As was true in Diaz v. Conm ssioner, 58 T.C. 560, 564

(1972):
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This case epitomzes the ultimate task of a trier
of the facts--the distillation of truth fromfal sehood
which is the daily grist of judicial life. He nust be
careful to avoid making the courtrooma haven for the
skillful Itar or a quagmre in which the honest
l[itigant is swallowed up. Truth itself is never in
doubt, but it often has an elusive quality which nmakes
the search for it fraught with difficulty. That this
is sois clearly illustrated by the situation herein.

* * %

We deci de whether a witness is credible on the basis of
obj ective facts, the reasonabl eness of the testinony, and the

deneanor of the witness. Quock Ting v. United States, 140 U.S.

417, 420-421 (1891): Wbod v. Conmissioner, 338 F.2d 602, 605 (9th

Cr. 1964), affg. 41 T.C. 593 (1964); Dozier v. Conm ssioner,

T.C. Meno. 2000-255.

From our observation of petitioners at trial, we found Dr.
Ri nker’s testinmony on this point to be credible, sufficiently
detail ed, and reasonable. Dr. R nker’'s denmeanor on the stand was
forthright and earnest. Wiile petitioners at tines |acked
detail ed nmenories of some of their financial activities in 1999,
Dr. Rinker recalled her neeting wth M. Hertz at her house in
2002 with relative precision. She testified that at the
concl usion of that neeting, she gave M. Hertz a box contai ning
t he bul k of her source docunents, and that she never saw them
agai n.

M. Hertz testified that he gave the box of records back to
Dr. Rinker at the conclusion of that neeting. According to M.

Hertz' s testinony, the entire purpose of the neeting was to
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organi ze docunents for M. Hertz to present to respondent’s
Appeal s officer. However, M. Hertz admtted that he nay have
kept the box of docunents after his neeting with respondent’s
Appeal s of ficer

In contradistinction to Dr. Rinker’'s, M. Hertz’'s testinony
was not persuasive. M. Hertz testified that he showed the
source docunents, which were volum nous, to the revenue agent
conducting the exam Yet the revenue agent recalled seeing only
a few recei pts and cancel ed checks. M. Hertz | acked any
detail ed nenory of when he | ast possessed petitioners’ source
docunents and was unable to recall basic facts of the chronol ogy
and events of his representation of petitioners.

We therefore find that M. Hertz, and not petitioners, |ost
the box of petitioners’ original docunents.

Petitioners prayed that the Court excuse their inability to
produce nost of their contenporaneous records on the grounds that
M. Hertz, and not petitioners, |ost nost of their records.
Petitioners asked the Court to allow deductions for Dr. R nker’s
busi ness expenses on the basis of Dr. Rinker's testinony and the
docunents that they were able to produce at trial under the rule

in Cohan v. Comm ssioner, 39 F.2d 540, 543-544 (2d Cr. 1930).

They al so argue that they should be all owed to deduct business
expenses to which section 274 applies because they have satisfied

the substantiation requirenents of section 1.274-5T(c)(5),
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Tenporary I ncone Tax Regs., 50 Fed. Reg. 46022 (Nov. 6, 1985),
whi ch al |l ow taxpayers to reasonably reconstruct their business
expenses when original docunents are |ost or destroyed through no
fault of the taxpayers.

Respondent argues that petitioners failed to present
credi bl e evidence to substantiate that they incurred business
expenses in excess of the anount allowed by the notice of
deficiency, and that petitioners have not provided the Court with
a sufficient basis on which to nmake a Cohan estinmation. Al so,
respondent argues that several of the clainmed deductions were for
nondeducti bl e, personal expenses. Finally, respondent argues
that petitioners have not net the hei ghtened substantiation
burden i nposed by section 274 for those deductions to which
section 274 applies.

At trial, petitioners managed to produce a smattering of
cancel ed checks, receipts, and other records from 1999.
Petitioners also presented exhibits containing reconstructions of
vari ous categories of expenditures for 1999 that Dr. Ri nker nade
wi th the conputer program Qui cken (Quicken reports). In their
testinony, petitioners related to the Court their nenories of
their financial activities during 1999, the transactions
underlying the source docunents, and the way they arrived at the
anounts contained in their 1999 return and in the exhibits they

prepared in anticipation of trial.
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Section 162 generally allows a deduction for ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on a trade or business. GCenerally, no deduction is
al l owed for personal, living, or famly expenses, nor is
deduction proper for expenditures that are properly categorized
as capital expenditures. See secs. 262 and 263. The taxpayer

bears the burden of proving that he or she is entitled to the

deduction. See Rule 142(a); Wlch v. Helvering, 290 U S 111
(1933).°

When a taxpayer establishes that he or she has incurred
deducti bl e expenses but is unable to substantiate the exact
anounts, we can estimate the deductible amount, but only if the
t axpayer presents sufficient evidence to establish a rationa

basis for making the estimate. See Cohan v. Conm ssioner, supra

at 543-544; Vanicek v. Conm ssioner, 85 T.C. 731, 742-743 (1985).

In estimating the anount all owabl e, we bear heavily upon the
t axpayer where the inexactitude of the record is of his or her

own nmeking. See Cohan v. Conm ssioner, supra at 544.

It is well established that the Tax Court may permt a
t axpayer to substantiate deductions through secondary evidence
where the underlying docunents have been unintentionally |ost or

destroyed. Boyd v. Conm ssioner, 122 T.C 305, 320-321 (2004);

6 Petitioners do not contend, nor have they shown, that
sec. 7491(a), which shifts the burden of proof to the
Comm ssioner in sone circunstances, applies to this case.
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Mal i nowski v. Conmm ssioner, 71 T.C 1120, 1125 (1979); Furnish v.

Conmi ssioner, T.C. Menp. 2001-286; Joseph v. Conmm ssioner, T.C

Meno. 1997-447; Watson v. Conmi ssioner, T.C Menp. 1988-209.

Mor eover, even though Congress inposed hei ghtened substantiation
requi renents for sone busi ness deductions by enacting section
274, the reqgul ations under that section allow a taxpayer to
substanti ate a deduction by reasonabl e reconstruction of his or
her expenditures when records are |ost through no fault of the
taxpayer. Sec. 1.274-5T(c)(5), Tenporary Incone Tax Regs.,
supra.

CGenerally, we found Dr. R nker’s testinony honest,
forthright, and credible. Al though Dr. R nker seened sonmewhat
unfamliar with financial matters, her testinony fundanentally
corresponded with the original docunentation and reconstructions
that petitioners provided. She testified credibly as to the
exi stence and busi ness purpose of many of the deductions clai ned
on petitioners’ 1999 return with respect to her nedical practice.
For some of those deductions, Dr. R nker was al so able to recal
t he approxi mate anounts of her expenses, but for many of them
Dr. Rinker |acked any independent recollection of the anounts of
t he cl ai ned deducti ons.

Were Dr. Rinker’s testinony provided a sufficient basis for
the Court to estinate the amounts of her expenditures, we have

done so, weighing against petitioners’ inexactitude where
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appropriate. \Were petitioners presented contenporaneous
docunents, we have allowed the clainmed anounts after adjusting
for any disparities between the docunents and Dr. Rinker’s
testinony and for conputational errors. Simlarly, where the
original docunents were lost by M. Hertz, but where petitioners
presented credi bl e reconstructions of their expenses which carry
their burden of proof, we have allowed the clainmed anounts after
adjusting for mnor errors and di screpanci es.

B. Parti cul ar Deducti ons

1. Ofice Liability I nsurance

Dr. Rinker testified that she paid for tort liability
i nsurance for her nedical office. Dr. Rinker testified that
during 1999 her expenses for liability insurance may have been
about $250. Premuns paid for business liability insurance are
deducti bl e busi ness expenses. Sec. 1.162-1(a), |Incone Tax Regs.

Under Cohan v. Commi ssioner, supra at 544, we all ow a deduction

of $125.

2. Mal practi ce | nsurance

Dr. Rinker submtted a receipt for nmedical mal practice
i nsurance in the anount of $2,385. The receipt was marked as
“pai d” and dated January 31, 1999, and the policy apparently
covered February 1, 1999, through February 1, 2000. Medi cal
mal practice insurance prem uns are deducti bl e busi ness expenses.

Sec. 1.162-1, Income Tax Regs. Although the year-long insurance
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contract extends through a small portion of the next taxable
year, petitioners as cash nethod taxpayers may nonet hel ess

currently deduct the entire expenditure. Kauai Termnal, Ltd. v.

Commi ssioner, 36 B.T. A 893 (1937); sec. 1.461-1(a)(1), Incone

Tax Regs. Petitioners are therefore entitled to a deduction of
$2,385 for Dr. Rinker’s nedical nalpractice insurance prem uns.

3. Disability | nsurance

Dr. Rinker testified that she carried a disability insurance
policy on herself. She testified that the reason she carried the
policy was to keep her practice afloat should she becone unable
to see her patients for an extended period, and that the policy
anount woul d cover only the nobst basic expenses of her business.

This Court has long held that a taxpayer nay not deduct his
or her disability insurance prem um paynents as busi ness expenses
when no limtation is placed on the use of proceeds fromthe

policy. Blaess v. Conmm ssioner, 28 T.C. 710 (1957); Ferris v.

Conmi ssioner, T.C. Menp. 1986-32; Andrews v. Conm ssioner, T.C

Meno. 1970-32. A taxpayer’s “nere declaration of his intent” to
apply potential proceeds froma disability insurance policy
towards office expenses in the event of the taxpayer’'s disability
does not convert an otherw se personal expenditure into a

deducti bl e busi ness expense. Blaess v. Conm ssioner, supra at

715-716. We therefore deny petitioners a deduction for

di sability insurance prem um paynents.
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4. Paynents to Enpl oyees and Contractors

Petitioners submtted exhibits with copies of cancel ed
checks witten by Dr. Rinker to several payees in 1999. Dr.
Ri nker testified that the checks represented paynents fromher to
several people for |egal, accounting, bookkeeping, and
secretarial services rendered in connection wth her nedical
practice. Sone of the paynents were nmade in exchange for
secretarial and bookkeepi ng expenses which related directly to
Dr. Rinker's practice at that tinme; others were made i n exchange
for | egal and business advice on a future venture proposed to Dr.
Ri nker by anot her doctor. According to Dr. Rinker’s
uncontradi cted testinony, the proposed venture never materialized
and she ceased pursuing it. In her testinony, Dr. R nker
admtted that sonme of the checks in the exhibits were not for
prof essional services at all and were m stakenly included. In
addition, Dr. Rinker also admtted that she engaged the sane
peopl e to do her personal and busi ness bookkeepi ng and
accounti ng.

a. Fees for Advice on the Proposed Venture

We conclude that Dr. Rinker’s paynents to financial and
| egal advisers were not ordinary and necessary expenses of Dr.
Ri nker’s nedical practice as it stood in 1999. The evidence does
not establish that the proposed venture was related to Dr.

Ri nker’s current busi ness. Petitioners are therefore not
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entitled under section 162 to deductions for these paynents as
ordi nary and necessary expenses incurred in carrying on Dr.

Ri nker’s nedical practice. See Hagman v. Commi ssioner, T.C

Meno. 1999-42. Nor does the record establish that Dr. Ri nker
abandoned her pursuit of the proposed venture during 1999. Her
paynments to financial and | egal advisers are therefore not

deductible in that year pursuant to section 165. See sec.

165(c)(2); Hagnman v. Conmi Ssioner, supra.

b. Paynents to Secretaries and Bookkeepers

Dr. Rinker testified that she engaged several people for
tenporary secretarial work, bookkeeping, and accounting in 1999.
At trial, Dr. R nker was unable to recall how nuch she paid her
secretaries, except that in nost cases she believed she paid each
of themless than $600. Dr. Rinker did recall, however, that she
hi red bookkeepers for $25 an hour, and that they usually worked 6
or 7 hours per week. On cross-exam nation, Dr. Rinker admtted
t hat she engaged the sane people to perform bookkeepi ng and tax
accounting services for both her business and personal needs.

Petitioners presented cancel ed checks witten by Dr. Ri nker
in 1999 made out to the peopl e about whom she testified. 1In the
meno section of nost of those checks, Dr. Rinker had witten
notes identifying the services underlying the paynents, such as
“12.5 hours bookkeeping” or “tenp. office” or “sec. services.”

However, Dr. Ri nker admtted that one of the checks in the
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exhibits was m stakenly included and did not represent a paynent
for professional or office services.

The checks for secretarial services related to Dr. R nker’s
nmedi cal practice anbunt to $1,442. Petitioners are entitled to a
deduction under section 162 for that anount.

The checks for bookkeepi ng and accounting services add up to
$2,582. Dr. Rinker testified that she paid some of these anmounts
for services perforned for her nedical practice, but petitioners
of fered no evidence as to what portion of the paynents related to
services perfornmed for her in her personal capacity. On the
basis of Dr. Rinker’s testinony, we believe that at |east half of
the fees related to Dr. Rinker’s nedical practice. Under Cohan

V. Comm ssioner, 39 F.2d at 544, we allow a deduction of $1, 291.

5. Medi cal Managenent Sol uti ons

Dr. Rinker testified that she engaged an outside billing
service called Medical Managenent Sol utions to collect and manage
paynments from nedi cal insurance conpanies. At trial, petitioners
presented an exhibit listing paynments to Medi cal Managenent
Solutions. Petitioners also presented an additional check made
out by Dr. R nker to the conpany which was not included in the
exhibit. The paynents to Medi cal Management Sol utions for
billing services are deducti bl e busi ness expenses under section
162. We therefore allow a deduction for the amunts shown by the

exhi bit and the additional check, totaling $11, 300.



6. Ofice Rent

Dr. Rinker testified that she paid office rent to two
different sublessors in 1999. She estimated that she paid the
first of those sublessors between $790 and $800 a nonth from
January through Septenber 1999, and that she paid the second
subl essor between $800 and $1, 000 per nmonth for the rest of 1999.

Ofice rent is a deductible expense. Sec. 162(a)(3). Under

Cohan, we allow a deduction of $9, 600.

7. Repairs

Dr. Rinker testified about two expenditures for alleged
repairs she incurred in maintaining her nedical office in 1999.
Dr. Rinker hired a technician two tinmes to fix her office
conputers in 1999, paying approximately $400 for each visit.
Also, Dr. Rinker hired Levi Mwore, a builder, to construct
countertops and cupboards in her office. Dr. Rinker testified
that the construction work cost $2, 500.

Petitioners argue that paynents to Levi More for the
construction of countertops and cupboards in Dr. Rinker’'s office
are deducti bl e expenses. That argunent is incorrect. Generally,
under section 263, no deduction is allowed for capital
expenditures. Capital expenditures include any anmount paid for
per manent inprovenents or betternments nmade to increase the val ue
of any property. Sec. 263(a)(1l). Particularly, the cost of

constructing furniture and fixtures or simlar property having a
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useful life substantially beyond the taxable year is a capital
expenditure. Sec. 1.263(a)-2(a), Incone Tax Regs. Petitioners
are therefore not entitled to a deduction for paynents to Levi
Moore. Petitioners have not raised--and we do not address--
whether Dr. Rinker is entitled to capitalize and depreciate the
cost of the inprovenents nade by Levi Mbore.

Petitioners also argue that paynents to the conputer
techni ci an were deducti ble repair expenses. Under section 1.162-
4, |Incone Tax Regs.,

The cost of incidental repairs which neither materially

add to the value of the property nor appreciably

prolong its life, but keep it in an ordinarily

efficient operating condition, may be deducted as an

expense * * *  Repairs in the nature of replacenents,

to the extent that they arrest deterioration and

appreciably prolong the life of the property, shal

either be capitalized and depreciated in accordance

wi th section 167 or charged against the depreciation

reserve if such an account is kept.

Petitioners have not provided the Court with sufficient
evi dence to determ ne whether the work done by the technician
shoul d be deducted as a current expense or capitalized into the
cost of Dr. Rinker’'s office conputer and depreciated. Therefore,
petitioners are not entitled to a deduction for the technician's
fees. See Rule 142(a). Petitioners have not raised the issue of
whet her they are entitled to a deduction for depreciation or

anortization wth respect to the equipnent. W therefore do not

address it.



8. Supplies

Petitioners presented an exhibit |isting expenses for
patient supplies incurred in connection with Dr. Rinker’'s nedi cal
practice. The exhibit contained sonme of Dr. Rinker’s financia
records, invoices froma conpany named MedQuest Pharnacy, and two
checks witten by Dr. R nker. The exhibit showed total
expenditures of $8,117.80. Dr. Rinker testified that the records
related to purchases of drugs and hornones for her patients. At
trial, Dr. Rinker admtted that one of the two checks in the
exhi bit was m scategorized and actually represented a personal
medi cal expenditure. The other check appears to duplicate a
paynment recorded on one of the invoices.

A doctor’s expenditures for her patients’ nedical supplies
are deducti bl e under section 162. Sec. 1.162-6, Inconme Tax Regs.
Eli mnating the paynment for personal nedical supplies and the
duplicate paynent, we allow a deduction of $6,801.11 for Dr.

Ri nker’ s purchases from MedQuest.

Petitioners also presented an exhibit purporting to
substantiate office expenditures Dr. Rinker incurred during 1999.
Thi s exhibit contai ned cancel ed checks that Dr. Ri nker wote out
to various payees, including consuner retailers such as Costco
and O fice Depot, during 1999. The checks contained the

foll ow ng information:



No. Payee Anount Meno

2001 Victoria Pickett $6. 00 Pal m pi |l ot case

2093 G ovane 148. 60 Suppl i es rei nbur senent

8087 Cost Pl us 702. 27 O fice furniture

8234 Fry' s El ectronics 625. 38 O fc equi pnent fax
printer

8259 Andy Musgrave 202. 50 (I'l'legible)

8332 Label s Dept 6657 11. 90 Label s stionary (sic)

9002 Ofice Max 39.34 Witing pads, pens

9035 Conput er war e 97. 39 USB cabl e

9061 Cost co 411. 86 Food, office $50.89 for
of ¢ suppl

9108 O fice Depot 83.73 Supplies, fax, etc.

9167 Price Costco 472.59 $188. 50 Supplies Costco
menber supplies &
gifts

Dr. Rinker testified that the checks related to purchases of
of fice supplies for her nedical practice, but that in several of
the transactions she had al so purchased itens for personal use as
well. In the “nenp” section of sonme of those checks, Dr. R nker
specified the portion of the paynent that represented a business
expendi ture, but on other checks, the “nmenp” section was bl ank or
illegible, or did not specify the purpose and nature of the
pur chase.

Al of the retail payees listed in the exhibit sell goods
that can be used for both business and personal purposes.

Mor eover, for those checks witten to individuals, the itens that
Dr. Rinker purchased can be used for both business and persona
pur poses.

As noted supra, no deduction is generally allowed for

personal, living, or fam |y expenses. Sec. 262. To show that an



- 22 .

expense was not personal, the taxpayer nust show that the expense
was incurred primarily to benefit his business and that there was
a proximate rel ati onship between the cl ai mred expense and the

business. Malliser v. Comm ssioner, 72 T.C 433, 437 (1979).

Dr. Rinker testified as to the business purpose of sone of
the expenditures, and the notes on the checks set forth an
adequate basis for allow ng sonme deduction for purchases of
office supplies. At least two of the checks witten to Fry’'s
El ectronics for $625.38 and to Cost Plus for $702.27 represent a
pur chase of assets the cost of which should be capitalized, not
deducted. See sec. 1.263(a)-2(a), Inconme Tax Regs. W therefore
all ow petitioners deductions for the full anount of check No.
2093, as well as for portions of check Nos. 9061 and 9167, which
represent deducti bl e busi ness expenditures. These anpbunt to
deductions of $387.99 in total.

9. Child Care Expenses

At trial and on the brief, petitioners asserted that they
pai d $8,951 for day care expenses of Dr. Rinker’s two children.
Dr. Rinker testified that she would not have been able to conduct
her medi cal practice wi thout placing her children in day care.
Petitioners argued that the day care expenditures were deductible
busi ness expenses.

We have consistently held that two-earner married coupl es

may not deduct, as a business expense under section 162, the cost
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of care for their child during working hours. See, e.g.,

OReilly v. Comm ssioner, T.C. Meno. 1974-261 (and cases cited

therein). Congress has enacted a separate credit for child care
expenses, which is currently enbodied in section 21. |Indeed,
petitioners took advantage of that provision to claima $30
credit on their 1999 tax return in addition to their Schedule C
deductions. However, the rule set forth in OReilly stil

stands, and petitioners may not deduct the costs of child care as
section 162 expenses.

10. Bank Char ges

Dr. Rinker testified that she incurred charges for the
processing of patients’ credit card paynents and for maintaining
her busi ness checki ng accounts. Petitioners provided no evidence
of the ampbunts of those bank charges. At trial, Dr. R nker was
unabl e even to estimate the bank charges she incurred in 1999.

We therefore lack a sufficient basis upon which to estimte an

appropriate deduction. See Cohan v. Comm ssioner, 39 F.2d at

544.

11. Dues

Dr. Rinker testified that she paid dues and |icensing fees
to several organizations related to her nedical practice in 1999.
Dr. Rinker was unable to recall the precise anounts, but she
estimated that her State nedical license fee for 1999 was $500

and that she paid dues to several nedical colleges and
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associ ations of approximately $1,185. On their 1999 return,
petitioners deducted $700 for “Taxes and |licenses” on the

Schedule C for Dr. Rinker’s nedical practice. Respondent allowed

this anmpunt in full. It appears likely that petitioners included
the cost of Dr. Rinker's medical |license fee in the deduction for
“Taxes and licenses.” Petitioners have therefore not established

that they paid any anmount relating to Dr. Rinker’s nedica
license in excess of the anmount respondent allowed. See Rule

142(a); Welch v. Helvering, 290 U.S. 111 (1933).

Dues to professional organizations are generally deductible
under section 162. Sec. 1.162-6, Incone Tax Regs. Pursuant to

Cohan v. Conmi ssioner, supra at 544, we all ow a deduction of $550

for the remaining expenditures for Dr. Rinker’s professiona
dues.

12. | nt ernet Servi ces

Dr. Rinker testified that she paid approxi mately $24 per
month for Internet access in 1999. She testified that she
mai nt ai ned the account so that she could comunicate with
patients via e-nmail, but that she al so used the account for
personal purposes. Dr. Rinker also testified that she paid
anot her charge in connection with her business use of the
I nternet, but she could not recall whether she incurred the

charge in 1999 or 2000.
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Petitioners did not offer evidence to denonstrate any
allocation of Dr. Rinker’'s Internet fees between personal and
busi ness uses. Petitioners have therefore not provided the Court
wi th an adequate basis upon which to make a Cohan estimation, and
we allow petitioners no deduction for the clained expenditures.

See Cohan v. Commi ssioner, supra at 544.

13. O fice d eaning

On their Schedule C for Dr. Rinker’s nedical practice for
1999, petitioners clainmed a deduction of $598 for cleaning
services. Dr. Rnker testified that she engaged a cl eani ng
service conpany to clean both her office and her hone during
1999, and that her total paynments to the cl eaning service
exceeded $5,000. Dr. Rinker testified that she based the $598
figure on the nunber of tines the service visited her office and
t he anobunt of the weekly paynents she nade to the conpany in
1999.

Dr. Rinker’s expenditures for office cleaning were ordinary
and necessary expenditures directly connected with her nedi cal
practice. See sec. 1.162-1, Inconme Tax Regs. W therefore allow

a deducti on of $598.
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14. Deductions to Which Section 274 Applies

a. Car and Truck Expenses

On their 1999 Schedule C for Dr. R nker’s nedical practice,
petitioners clained deductions for car and truck expenses of
$6,077. Respondent disallowed the deduction.

Certain business deductions described in section 274 are
subject to strict rules of substantiation that supersede the

doctrine in Cohan v. Conm ssSioner, supra at 544. See sec. 1.274-

5T(c)(2), Tenporary Incone Tax Regs., 50 Fed. Reg. 46017 (Nov. 6,
1985). Section 274(d)(4) disallows deductions with respect to
“l'isted property” unless the taxpayer satisfies the section 274
substantiation requirenents. Under section 280F(d)(4)(A) (i),
“l'isted property” includes, anong other itens, passenger
autonobiles. [|f a taxpayer cannot satisfy the substantiation
burden i nposed by section 274(d) with respect to a deduction to
which it applies, he fails to carry his burden of establishing
that he is entitled to deduct that expense, regardl ess of any

equities involved. Sec. 274(d); N cely v. Conm ssioner, T.C

Meno. 2006-172; sec. 1.274-5T(a), Tenporary |Incone Tax Regs., 50
Fed. Reg. 46014 (Nov. 6, 1985). GCenerally, taxpayers mnust
substanti ate each required el enent of an expenditure or use.

Sec. 1.274-5T(b)(1), Tenporary Incone Tax Regs., 50 Fed. Reg.
46014 (Nov. 6, 1985). For deductions stenm ng from uses of

listed property, the elenments that nust be substantiated include
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t he anobunt of each business use (using m | eage or other approved
measures) as well as the total use of the |isted property for the
taxabl e period; the date of the use; and the business or

i nvest ment purpose of the use. Sec. 1.274-5T(b)(6), Tenporary

I ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985).

Where section 274 applies, a taxpayer nust substantiate the
expendi ture by “adequate records” or by “sufficient evidence
corroborating the taxpayer’s own statenent”. Sec. 274(d); sec.
1.274-5T(c) (1), Tenporary Income Tax Regs. The *“adequate
records” requirenent is generally satisfied where a taxpayer
presents docunmentary evidence, such as receipts, paid bills, or
simlar evidence sufficient to support deduction of an
expenditure. Sec. 1.274-5(c)(2)(iii), Inconme Tax Regs. For
deductions relating to uses of listed property, a taxpayer may
al so satisfy the “adequate records” requirenent by maintaining an
account book, diary, |log, statenment of expense, trip sheets, or
simlar record, and docunentary evidence which, in conbination,
are sufficient to establish each required el enent of an
expenditure or use to which section 274(d) applies. Sec. 1.274-
5T(c)(2)(i), Tenporary Incone Tax Regs., 50 Fed. Reg. 46017 ( Nov.
6, 1985).

| f a taxpayer has not substantially conplied with the
“adequat e records” standard, he may substantiate an el enent of an

expenditure by presenting “sufficient evidence corroborating the
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t axpayer’s own statenent.” Sec. 274; sec. 1.274-5T(c)(1) and
(3)(i), Tenporary Incone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6,
1985). That requirenent is satisfied where a taxpayer presents
both his own statenent containing specific information in detai
as to the elenent, as well as other corroborative evidence
sufficient to establish the element. Sec. 1.274-5T(c)(3) (i),
Tenporary I ncone Tax Regs., supra. Cenerally, the corroborative
evi dence nmust be direct evidence, such as a statenent in witing
or the oral testinony of witnesses involved in the deductible
event, or docunentary evidence such as described in section
1.274-5T(c)(3), Tenporary Incone Tax Regs., 50 Fed. Reg. 46020
(Nov. 6, 1985). In proving the business purpose of an
expenditure, the corroborative evidence nay be circunstanti al
evidence. Sec. 1.274-5T(c)(3)(i), Tenporary |Incone Tax Regs.,
supra.

In lieu of substantiating the actual anmount of an
expenditure relating to the business use of a passenger
aut onobi l e, a taxpayer may use a standard m | eage rate
established by the Internal Revenue Service. See sec. 1.274-
5(j)(2), Inconme Tax Regs.; Rev. Proc. 98-63, 1998-2 C B. 818.
Use of the standard m | eage rate establishes the anmount deened
expended with respect to the business use of a passenger
aut onobi | e, but such use does not relieve a taxpayer of his

burden of substantiating the other el enents required by section
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274 and the regul ations issued thereunder. Sec. 1.274-5(j)(2),
| ncome Tax Regs.

At trial, Dr. Rnker testified that she used her car to
travel to various business appointnents and busi ness-rel ated
events in 1999. Dr. Rinker testified that she docunented her
busi ness travel mleage in her appointnment book, which also
contai ned the nanes of her patients. However, Dr. R nker did not
think it prudent to offer her 1999 appoi nt ment book as evi dence
because she was concerned that doing so m ght violate her duty of
confidentiality towards her patients. Instead, petitioners
presented a conputer report that Dr. Ri nker prepared in
connection wth the exam nation of the return which purported to
summari ze the contents of her 1999 appoi nt ment book. That
docunent purported to show that Dr. R nker traveled 3,740 mles
in connection with her nedical practice.

Petitioners have not satisfied the “adequate records”
standard. Petitioners have not presented docunentary evidence
such as receipts, paid bills, or other direct evidence of the
required elenments. Petitioners have not presented a | og book or
other simlar record nmade at or near the tine of the expenditures
at issue. Nor may the Court excuse petitioners’ failure to
produce Dr. Rinker’s appoi ntnent book because of Dr. Rinker’s
concern for her clients’ confidentiality. Section 1.274-

5T(c)(2)(ii) (D), Tenporary Incone Tax Regs., 50 Fed. Reg. 46019
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(Nov. 6, 1985), provides a way to naintain the confidentiality of
i nformati on when recording the el enents of business mleage in a
| og book or simlar docunent:

Confidential information.--If any information

relating to the elenents of an expenditure or

use, such as place, business purpose, or

busi ness relationship, is of a confidential

nature, such information need not be set

forth in the account book, diary, |og,

statenent of expense, trip sheet, or simlar

record, provided such information is recorded

at or near the tinme of the expenditure or use

and is el sewhere available to the district

director to substantiate such elenment of the

expenditure or use.
As respondent noted--albeit in another context--petitioners could
have satisfied this requirenent by photocopying Dr. R nker’s
appoi nt nrent book and redacting her clients’ nanes. Petitioners
failed to do so.

Petitioners have not presented any evidence to corroborate

Dr. Rinker’'s statenents regarding her business mleage. They
have therefore failed to substantiate any such expenses. W
al l ow no deduction for business ml eage.

b. Busi ness Travel Away From Hone

Petitioners deducted $7,018 for business travel away from
honme and $988 for business neals and entertainnent. Respondent
di sall omed all but $362 of the clainmed deductions for travel.
Respondent made no adjustnment to petitioners’ deduction for neals

and entertai nnent of $988.
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The hei ght ened substantiation requirenents of section 274
apply to deductions for travel expenditures. Sec. 274(d)(1).
Under section 274(d)(1), the elenents that nust be substanti ated
to deduct such expenses generally include the anount of each
separate expenditure, the dates of departure and return for each
trip away from hone and the nunber of days away from hone spent
on business, the destinations or places to which the taxpayer
travel ed, and the business purpose of the travel. Sec. 1.274-
5T(b)(2), Tenporary Incone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6,
1985). As with other deductions to which section 274 applies,

t axpayers nust generally substantiate deductions for business
travel away fromhone wth “adequate records” or “sufficient

evi dence corroborating the taxpayer’s own statenent”, discussed
supra. Sec. 1.274-5T(c)(1), Tenporary Incone Tax Regs., supra.

Petitioners attenpted to substantiate a portion of the
cl ai med busi ness travel deductions in 1999. Petitioners
presented a Quicken report containing Dr. Rinker’s travel
expenditures in 1999, and Dr. Rinker testified that sone of the
travel expenditures on the report related to business trips that
she took to attend various nedical conferences. In her
testinmony, Dr. Rinker specified which trips on the report were
busi ness travel and detailed the business activities she engaged

in during those trips.
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Petitioners have not net the generally applicable
substantiation requirenents of section 274. Petitioners have not
present ed docunentary evidence such as receipts, paid bills, or
other direct evidence of the required el enents. Petitioners
failed to present any independent corroboration of Dr. R nker’s
statenments which woul d substantiate the required el enents of Dr.
her business travel deductions. Petitioners have therefore
failed to substantiate the cl ai med deductions with either
“adequat e records” or “sufficient evidence corroborating the
t axpayer’s own statenent.” However, petitioners argue that
because M. Hertz lost their tax records for 1999, they should be
allowed to substantiate Dr. Rinker’s business travel expenses
under section 1.274-5T(c)(5), Tenporary Incone Tax Regs., supra.
W agree.

Section 1.274-5T(c)(5), Tenporary Incone Tax Regs., supra,
provi des taxpayers with a nmethod of substantiating their section
274 deductions when their records have been | ost because of
ci rcunst ances beyond their control. \Where a taxpayer establishes
that the failure to produce adequate records is due to the | oss
of those records through circunstances beyond the taxpayer’s
control, the taxpayer nmay substantiate a deduction by reasonable
reconstruction of his expenditures or use. 1d. |If docunentation
is unavailable, the Court may, although it is not required to do

so, accept the taxpayer’s testinony to substantiate the
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deduction. See Boyd v. Conmm ssioner, 122 T.C at 320; \Watson V.

Conmi ssioner, T.C Menop. 1988-29.

Petitioners have shown that they at one tine possessed
adequat e docunentation to establish the required el enents for
deducting Dr. Rinker’s business travel expenditures. Petitioners
have al so shown that their failure to produce those records
stemmed from circunstances beyond their control; nanely, that M.
Hertz lost the records. Petitioners have also provided a
reasonabl e reconstruction of sone of Dr. R nker’s expenditures
for business travel away fromhone in 1999. W therefore allow
petitioners’ deductions for which petitioners have provi ded
adequat e reconstructions of Dr. Rinker’s deductibl e business
travel expenditures.

Deducti bl e traveling expenses include travel fares, neals
and | odgi ng, and expenses incident to travel. Sec. 1.162-2(a),
| ncone Tax Regs. Fromthe record before us, petitioners have

reconstructed the follow ng deductible travel expenses:

Nat ur e of

Dat e Expendi ture Destination Busi ness Pur pose Anmount

2/ 2 Fuel Las Vegas Aneri can Acadeny $19. 46
of Anti-Aging
Medi ci ne conf erence

4/ 26 Hot el Fresno Uni versity pharmacy 77.28
conference

4/ 27 Car rental Fresno Uni versity pharmacy 22. 20
conference

a4/ 27 Hot el Fresno Uni versity phar macy 219. 02
conference

6/11 Hot el San Francisco Psychiatry 285. 36

conference
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10/ 25 Car rental San Francisco Anerican Osteopathic 103.97
Associ ation
convention

11/ 17 Hot el San Francisco Anerican Osteopathic _109.00
Associ ation

Tot al $836. 29

We therefore all ow a deduction for $836. 29.

[11. Schedul e A Deductions

A. Per sonal Medi cal Expendi tures

On their 1999 tax return, petitioners clainmed nedical and
dental expenditures of $18, 659, of which $11, 693 was all egedly
deducti ble.” Respondent deni ed the deduction.

At trial, petitioners offered another Quicken report which
purported to contain their nedical expenses for 1999. The report
showed several paynents from petitioners’ bank accounts, the
anounts of the paynents, the payees, and sone details about the
paynments and their purposes. Dr. Rinker testified that while she
and M. Davis had nmedical insurance for their famly in 1999
through M. Davis’s enployers, the report included only those
medi cal expenses which were not reinbursed through their medica
i nsurance policy. Many of the entries on the Quicken report
contain notes such as “not covered’”, “co pay”, or “copaynent”.

Section 213(a) generally allows a deduction for expenses paid

during a taxable year, not conpensated for by insurance or

" As discussed bel ow, sec. 213 allows a deduction for
medi cal or dental expenses to the extent that they exceed 7.5
percent of adjusted gross incone.
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ot herwi se, for nedical care of the taxpayer, his or her spouse, or
dependents, to the extent that such expenses exceed 7.5 percent of
adj usted gross incone.

As noted above, taxpayers bear the burden of proving that
they are entitled to any deductions clainmed on their return, see

Rul e 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U.S. 79, 84

(1992), and taxpayers nust substantiate anmounts cl ai ned as
deducti ons by maintaining the records necessary to establish such

entitlenment.® See sec. 6001; Hradesky v. Conmi ssioner, 65 T.C. 87

(1975); sec. 1.6001-1(a), Inconme Tax Regs. To substantiate

medi cal and dental expenses under section 213, the taxpayer mnust
furnish the nane and address of each person to whom paynent was
made and the anmount and date of each such paynent. See sec.
1.213-1(h), Inconme Tax Regs. |If requested by the Comm ssioner,

t he taxpayer nmust also furnish an item zed invoice which
identifies the patient, the type of service rendered, and the
specific purpose of the expense. See id. Were a taxpayer fails
to provi des adequate substantiation, the Court may uphold the
Commi ssioner’s determ nati on denyi ng a deduction for nedical and

dental expenses. See Hunter v. Comm ssioner, T.C Meno. 2000-249;

Nwachukwu v. Conm ssioner, T.C. Mnob. 2000-27.

8 Petitioners do not argue, and we do not find, that sec.
7491(a) applies. See supra note 6.
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Petitioners’ evidence regarding their nmedical expenses is
confusing, contradictory, and inconplete, and we are not convinced
that the expenditures in petitioners’ Quicken report represent
deducti bl e nedi cal expenses. M. Davis, who required hearing aids
during 1999, testified that his expenses for hearing aids were
rei mbursed by a special fund set up by his enployer--yet, judging
fromthe Quicken report, over $800 of the nedical expenses went
towards M. Davis’'s hearing aids. Petitioners claimto have had
enpl oyer - provi ded nedi cal insurance in 1999, yet they reported
over $18,000 in unreinbursed nmedical expenses on their tax return
and showed only $357 of insurance rei nbursenents at trial. Dr.

Ri nker attenpted to explain this by testifying that she excl uded
fromthe Quicken report those nedical expenses which were

rei nbursed by insurance. But both the report itself and M.
Davis’s testinony indicate otherwi se. The Quicken report includes
entries for insurance reinbursenments, and M. Davis testified that
petitioners’ insurance covered all expenditures for prescription
drugs except a mninmal copaynent. Contrary to Dr. Rinker’s
testinmony, the Quicken report includes several entries for
prescription medi cations costing hundreds of dollars each.

Mor eover, several of the expenditures on the Quicken report
appear to relate to procedures that may have been cosnetic in
nature or to purchases of vitam ns and nonprescription drugs.

Those expenditures are not deductible. Sec. 213(d)(9)(A) and (B)
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(b). Finally, the Quicken report, even when coupled with
petitioners’ testinony, does not satisfy the requirenents inposed
by section 1.213-1(h), Inconme Tax Regs.® W therefore disallowthe
deduction for nedical expenses for 1999.

B. Personal | nterest

Petitioners deducted $20,903 of interest related to the
refinancing of their hone nortgage. Respondent denied the
deducti on.

Petitioners refinanced a preexisting hone nortgage | oan on
Decenber 17, 1998. The terns of the Decenber 17, 1998, refinance
| oan (the 1998 | oan) required petitioners to pay a $7,500 “l oan
origination fee” at the inception of the 1998 |oan. The stated
termof the 1998 | oan was apparently 30 years. However, on
March 28, 2000, petitioners again refinanced their honme and paid
off the 1998 loan in its entirety.

At trial, petitioners attenpted to revive only $5,862 of the
$20, 903 deducted on their return. They argued that the | oan
origination fee constituted prepaid interest, and that because the

1998 | oan |l asted only 467 days, the bulk of the |oan origination

® It is unclear whether the dates on the report indicate
the date of paynent, as required, or the date on which
petitioners entered the data into their conputer. The Quicken
report also fails to adequately substantiate the address of any
payees as required by the regul ation.
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fee is deductible in 1999. Petitioners calculate that to equal
$5, 862. 10

Respondent apparently concedes that the “loan origination
fee” represents prepaid interest, and that such interest
constitutes “honme equity indebtedness with respect to * * * [a]
gual i fied residence” under section 163(h)(3)(A) (ii).* However,
respondent argues that the proper nethod of allocating prepaid
interest requires a taxpayer to look to the stated termof the
| oan--in this case, 30 years--to determ ne the anount attri butable
to a particular tax year. Respondent argues that the effect of a
subsequent refinancing is that a taxpayer may deduct in the year
of the refinancing any prepaid interest not previously deduct ed.
Respondent accordingly conceded that petitioners are entitled to a
deduction of $250 for prepaid interest in 1999. 12

Respondent’ s approach to the deductibility of prepaid

interest is correct. Section 461(g)(1) provides:

10 $7,500 divided by the 467-day existence of the | oan,
multiplied by the 365 days of 1999.

1 In sone instances, “loan origination fees” may include
charges for services, and not prepaid interest. See, e.g.,
&oodwi n v. Conmi ssioner, 75 T.C. 424, 440-442 (1980), affd.
wi t hout published opinion 691 F.2d 490 (3d Cr. 1982); Lange V.
Comm ssioner, T.C Meno. 2005-176; Rev. Proc. 87-15, 1987-1 C. B
624.

12 For interest of $7,500 on a loan with a stated term of
360 nonths, the interest allocable to 12 nonths is $250.
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In general.--1f the taxable incone of the taxpayer is
conput ed under the cash recei pts and di sbursenents
met hod of accounting, interest paid by the taxpayer
whi ch, under regul ations prescribed by the Secretary,
is properly allocable to any period—
(A) with respect to which the interest
represents a charge for the use or forbearance of
nmoney, and

(B) which is after the close of the taxable
year in which paid,

shal |l be charged to capital account and shall be
treated as paid in the period to which so all ocabl e.

The parties do not dispute that petitioners prepaid interest
in 1998. Nor, apparently, do the parties dispute that the
prepaid interest should be anortized over the life of the loan.
The only dispute is whether the period to which the interest
relates should be determned by the terns of the | oan when it was
entered into--in this case, 30 years--or the actual life of the
| oan, foreshortened as it was by petitioners’ subsequent
refinanci ng of March 2000.

The interest which petitioners prepaid “[represented] a
charge for the use or forbearance of noney” for the entire

contractual termof the loan. For 1999, petitioners are

13 Under certain circunstances, points paid in connection
with the purchase or inprovenent of a principal residence may be
deducti ble. Sec. 461(g)(2). Petitioners have not alleged, and
we do not find, that they paid the |loan origination fee in
connection wth the purchase or inprovenent of their principal
residence. We therefore find that the exception of sec.

461(g) (2) does not apply. See, e.g., Kelly v. Comm ssioner, T.C
Meno. 1991-605; Fox v. Comm ssioner, T.C Meno. 1989-232, affd.
wi t hout published opinion 943 F.2d 55 (9th Cr. 1991).




- 40 -
therefore entitled to deduct only that portion of the points
allocable to 1999 as a portion of the 30-year loan. Cf. Square D
Co. & Subs. v. Commissioner, 121 T.C. 168, 194 nn.21 & 22 (2003).

Fromthe record before us, that anmounts to $250.

C. SEP-1 RA Contri butions

At trial, Dr. Rnker testified that she made contri butions
to three different SEP-IRA funds in 1999, and petitioners argued
that they should be allowed a deduction for the 1999
contributions. Petitioners did not claima deduction for the
contributions on their 1999 return because, on the basis of the
Schedul e C i ncome shown on the return, no deduction was
perm ssi ble. However, petitioners argued that, on the basis of
respondent’s adjustnents and petitioners’ concessions with regard
to the Schedule C incone, such a deduction would now be all owabl e
and appropri ate.

Even if the Court accepts Dr. Rinker’s uncorroborated
assertions that she contributed noney to retirenent accounts,
petitioners have failed to provide the Court with any evidence
that Dr. Rinker made the contributions under plans that neet the
qualifications for SEP-IRA's. See secs. 219, 401, 408. W
therefore conclude that petitioners are not entitled to a

deduction for the contributions in 1999.



| V. Penal ti es

A. Section 6662(a)

Respondent determ ned an accuracy-rel ated penalty under
section 6662(a) of $8,021.80. Respondent deternmined that the
entire underpaynent of tax for 1999 was attributable to
negl i gence or disregard of rules or regulations, a substanti al
under statenment of inconme tax, and/or a substantial val uation
m sstatenent.!* Petitioners argue that the underpaynents for 1999
were caused by their reasonable reliance on M. Hertz in
preparing their return. This reliance, petitioners argue,
qualifies as “reasonabl e cause and good faith”, and under section
6664(c) (1), the penalty should not be sustai ned.

1. Burden of Production

Section 7491(c) provides that the Conm ssioner will bear the
burden of production with respect to the liability of any
i ndi vidual for additions to tax and penalties. “The
Comm ssi oner’ s burden of production under section 7491(c) is to
produce evidence that it is appropriate to inpose the rel evant
penalty, addition to tax, or additional anmount”. Swain v.

Commi ssioner, 118 T.C. 358, 363 (2002); see also Higbee v.

14 Al'though the notice of deficiency includes “substanti al
val uation overstatement” (sic) as a basis for applying the
accuracy-rel ated penalty, it appears that respondent did not
determ ne any tax deficiency based on a val uation overstatenent.
We therefore do not address the aspects of the accuracy-rel ated
penalty which relate to a substantial val uation overstatenent.



- 42 -
Comm ssioner, 116 T.C 438, 446 (2001). Once the Comm ssi oner

has done so, the burden of proof is upon the taxpayer to
establ i sh reasonabl e cause and good faith. Hi gbee v.

Conmi ssi oner, supra at 449.

2. Section 6662(a) Penalty

Pursuant to section 6662(a), a taxpayer may be liable for a
penalty of 20 percent of the portion of an underpaynent of tax
(1) attributable to a substantial understatenent of tax or (2)
due to negligence or disregard of rules or regulations. Sec.
6662(b). The term “understatenent” neans the excess of the
anount of tax required to be shown on a return over the anmount of
tax i nposed which is shown on the return, reduced by any rebate
(within the neaning of section 6211(b)(2)). Sec. 6662(d)(2)(A).
Ceneral ly, an understatenent is a “substantial understatenent”
when t he understat enent exceeds the greater of $5,000 or 10
percent of the anobunt of tax required to be shown on the return.
Sec. 6662(d)(1)(A). The term “negligence” in section 6662(b)(1)
includes any failure to make a reasonable attenpt to conply with
the Code. Sec. 6662(c). Negligence has al so been defined as the
failure to exercise due care or the failure to do what a
reasonabl e person would do under the circunstances. See Alen v.

Commi ssioner, 92 T.C. 1, 12 (1989), affd. 925 F.2d 348, 353 (9th

Cir. 1991); Neely v. Comm ssioner, 85 T.C 934, 947 (1985). The
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term “disregard” includes any carel ess, reckless, or intentional
di sregard. Sec. 6662(c).
3. Analysis

Respondent has net the burden of production inposed on him
by section 7491(c). Respondent has shown that the underpaynents
of petitioners’ 1999 taxes exceeds the greater of $5,000 or 10
percent of the tax required to be shown on the return, and is
therefore due to a “substantial understatenent”. Sec.
6662(d)(1)(A). To avoid application of the penalty, petitioners
nmust therefore denonstrate that the underpaynents of tax for 1999
were due to reasonabl e cause and good faith.!® See Hi gbee v.

Conmi ssi oner, supra at 449.

Whet her applied because of a substantial understatenent of
tax or negligence or disregard of rules or regulations, the
accuracy-related penalty is not inposed with respect to any
portion of the underpaynent as to which the taxpayer acted with
reasonabl e cause and in good faith. Sec. 6664(c)(1). The
decision as to whether a taxpayer acted with reasonabl e cause and
in good faith depends upon all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Rel evant
factors include the taxpayer’s efforts to assess his proper tax

l[tability, including the taxpayer’s reasonable and good faith

1 There is no claimor proof that petitioners may reduce
t he amount of the understatenent under sec. 6662(d)(2)(B)
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reliance on the advice of a professional such as an accountant.
See id. Further, an honest m sunderstanding of fact or |aw that
is reasonable in light of the experience, know edge, and
education of the taxpayer may indicate reasonabl e cause and good

faith. See Reny v. Commi ssioner, T.C Meno. 1997-72.

At the tinme the return was prepared, M. Hertz was an
enrolled agent. Petitioners had engaged M. Hertz to prepare
their income tax returns for 1 or 2 years before 1999.

a. Deductions Relating to M. Davis's Photography
Activities

Petitioners honestly m sunderstood M. Davis’s photography
expenditures to be deducti bl e busi ness expenses. Although
petitioners are both highly educated in fields that do not relate
to taxation, we find that their m sunderstandi ng was reasonabl e.
W therefore conclude that petitioners had reasonabl e cause and
acted in good faith as to the underpaynents resulting from
deducti ons of photography-rel ated expenditures.

b. Goss Receipts and Deductions of Dr. Rinker’'s
Medi cal Practice

Petitioners credibly testified that they provided M. Hertz
with all of the necessary records and information with which to
determ ne the gross receipts and all owabl e deductions for Dr.

Ri nker’s nedi cal practice, and that they relied on M. Hertz to
determ ne the proper figures on their return. W concl ude that

for 1999 petitioners had reasonabl e cause and acted in good faith
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as to the underpaynments resulting fromDr. Rinker’'s clained gross
recei pts and busi ness deducti ons.

C. Deducti ons for Hone Mbrtgage Points

The record also indicates that petitioners relied on M.
Hertz to determ ne the proper anount of their deduction for
personal interest. Dr. R nker testified that she gave M. Hertz
all of the records relating to her hone nortgage and relied on
himto determ ne the proper deduction because she had “no idea,
| ooki ng at nortgage papers, what is tax-deductible and what
isnt. And | just told * * * [M. Hertz] to figure it out.” e
therefore conclude that petitioners had reasonabl e cause and
acted in good faith as to the underpaynent attributable to
petitioners’ erroneous deduction of honme nortgage points.

d. Deducti ons for Personal Medi cal Expenditures

The record does not reveal that petitioners had reasonabl e
cause and acted in good faith with respect to their clained
$11, 693 in deductible nmedical expenses. Regardless of whether
t he erroneous deductions were results of M. Hertz’s negligence
or otherw se, petitioners had significant “warning signs” that
their deductions for nedical expenditures were inproper. As
not ed above, petitioners carried enpl oyer-provided nedi cal
i nsurance, and many of the cl ai ned expenditures were covered by

the ternms of the insurance policy. See Allen v. Conm ssioner,

925 F.2d at 353. W therefore sustain respondent’s application
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of the section 6662 penalty as it applies to the portion of the
deficiency attributable to clainmed deductions for personal
medi cal expenses.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




